
11. For "_wnpIe, ill 1be FCC Compcdti... Study !be CmmrinjOll 1Ikes the

position thIt lq-etiaDce ba-iuess lC'Yiea_ae more competitive in die.. 19101 IDd early

19905 IS iDdic.tec1 by the JeJId:ive aruwth of MCI lad Sprillt. If this were true, tbeD more

competitive prices aDd Ier'Yice o1fedDP IbouId be~ for dais period. As IIIIrbts became

less COJK6itratlild,~ coqcdtiw preaure hill die IICODd ad tbint a:JUrCes of supply

Ihould have reduced priee-c:clt JDII'IiDs, Iowcire )IIOfit ntums _ capital values for investors.

NODe ofthis occumd. Other 1beories offirm bebaviar tbaD the *'CIJIDIletitive" 1beory Ire Deed to

explain the observed re1ati0Dlbips betwem marams ad CClDMitnltion in 1aD&4IIaDce.9

12. The priee-cost JDaIIiDs of AT&T, MCI, ad Sprint in merJrets for the major

claDes of lema-dis1ace ~ce have iDct-.ed in the put JeWn1 yam IS ccu:eatlaUon bas·

fallen. Further, tbese price-cost maraiDs have bea110Wllf for services pun:bIMd by IIlCft price-

_.:.:.- 1._ -_old be - d _.1- ftU_I:-: _I."';~~......HR.""""_ ..y~ "W)"_., IS "'VUI apet::rer~ vue"'l"'IURIC or &Uv..,~ .... _

Chqes in stock prices of the major JUpp1iers haw suppolted the hypoIheIis that ajor pric:iDa

decisiODS iD long-distance Ia'Yice IDIrUts by AT&T railed aU tine to pill profits. Actual

pIltemS ofbehavior for iDterLATA .mea have bleD caaIi_ with die proposition tbat 1beIe

firms keep prices above maqiDal COltS tbrouP .....1bIt eHmiJWte ccapetitiOlL

13. The deYelopmmt of dille finctinp is orpnized • follows. Section D reviews

chaDaes in IDIrket ItIUCtUre siDce the AT4T divestiture of 1914 ad how tbeIe cbaps lIffect

price setting. Section mdiscusses a1terDItM competitive aad IIOIlCCGIJJCdtiw 1beories used to

chIracterize firm behavior. Section IV JXe.mts studies of CODC:edtlltion ad priciDa in vmous
markets that test these theories and Section V preseDtS CODClusiODS from the evidence on the Jack

ofcompetition in iDte:rLATA markets.

9 As ctiJcusIed in ..- detail below, the tine reIevmlt 1beories Ire boWD • BattlDd,
Coumot, -.d tacit coD.on. S. DENNIS CARLTON & JEmtEY PIRLoFF, MoDERN lNDUS'J'RIAL
ORGANIZAnON, ch. 7 (Harper ColliDs CoDege Publishers, 2d eel. 1994).
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u. SVPPLIEIt CONCENTaA'IION IN LoNG DIsTANCE M.uKETS
DEcLIJCD SWSTANTlALLY IN TD1"""PwOD, BUT

SToUO IUD AT 111GB LEvELs IN THE 1990-93 PEIUOD

14. The number aDd relative sizes of the firms in a market determine the "concentra-

tion" in that market. There are many ways to specify or index CODCeDtraUOn. Here I make use of

the Herfindahl-Hirschman Index (HHI), equal to the sum of the squared shares of firm sales,

because this index euables one to make comparisons to an "equivalent" number of equal-sized

firms when DW'ket shares are DOt in fact equal. The HHI VIries from one to (nearly) zero, with

one iDdieatina that a single firm makes all the sales and zero iDdiClliDa that III iDfinite number of

finDs is present. The HHI CaD be converted into the DUmber of equivaleot, equal-sized firms

consistent with that level of concenttation simply by tIkiDa its reciprocal- III HHI of 0.5 is

CODSistent with two equal-si2Jed firms, aDd an HHI of 0.33 is CODSisteat with three equal-sized

firms.

15. Before arimarinl die HHI for specific loq-distlDce Iel'Vice markets, an overall

pesspeeUve should be ccmsicleled. The iDdMduaI sbates of total toll service reverwes for die

three major iDterexch.aDIe carrien over the periocl1984-891re sbowD in the table below. During

this period, AT&T's share falls wbile Mers aDd Sprint's sb1ns rile, for reISOns that Ire reviewed

below. Subsequently, I discuss how in the period 1990-93 the IIIIIbt shires ofATetT, MCI, aDd

Sprint stabilize: there is a "bJak" iD the raUocation of sbIIes that hid iDc:rased tbe relative size

of the secODd aDd third fimIs. After diJCUIIiDI the reaIOIIS for this DeW-foaDd stability in sbares, I

ftYiew and aalyze m.-ket COWiiidhItion usiDa HHI series for four specific .-vices: meUII'= toll

service (MTS). outbouDd wide..- telecommunications services (WArs), iDboUDd WArs (800

service), IDd Virtull NetWOrk Services.
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ATA:T, Mel, AND SPlINT
MA1tDT SHAlt!S (%) OF TOTAL Tau. R!VENtJE

AT!:T NCI Sprint

1984 91 S 3
1915 88 6 3
1916 84 8 4
1917 81 9 6
1911 78 11 7
1989 71 13 9
1990 68 IS 10
1991 67 16 10
1992 65 18 10
1993 65 19 10

Source: '~~DiIIDle MBIt Sbns, FGUI'Ib Qurw (1993),
TIblesS-S6.

A. Ar.rs Siuln .IS. iii« all...,,.,..0..,.hI'W1"".,'

16. Before IDd jr""'ectiately Iter 1be ATelT cliwstiture, iDceD1ives for other IIIpPliers

to expand their shares of 1be 10Dl-etistaDce busiDess \Tt"CI'e 1UbJtaD1ia1. For at leut 1ID yem

before divestiture, ATaT hid in p1lce a regulated 1Iriff with hiP priee-cost mqiDs for lema·

distance service where the high mqiDs vee die rault of • policy to· ...._ iDcome

specifically to cover sys1em-wide fixed costs that were common to both lema.m.aace and local

service. The perceDtale difference betMCD the price IDd iDcremeIltal ctirect cost of a lema·

distlDCe call iDcreued substaDtially. while the same perc;eDta&e di1f'eaeoce for local calls fell.

·10·



PlUCE-COST MA!\OINS FOR.

LoNa-DISTANCE AND locAL CALLS ON AT&TIO

Yell' Lema-Distance Local

1964 8.2% 56.3%

1977 73.6% 25.9'1'0

The percentage ofcommon costs covered by revmue5 collected from interstate MTS and WATS

in this arcane process iDcreued steIdily from six pen:ent ill 1955 to 32 percent in 1978.11 This

shift of matJins was made possible by allOC"inl more of the fixed costs of 1be system to be

covered by the lona-distmce revenues. The AT&T rate struetuIe provided a SU'ODI iDcentive for

rival firms to enter lema-distaDce services, to offer similar scvices at lower maraiIJS, aDd to build

mulcet share. Since these other firms would DOt (aDd did not) iDcur 1be Df'CeIsaJ:y ~" of

contributions to cover the local1hJe aDd switchiDa costs of the Ben System, they profited from

just undercutting the hiah loaa-distaDce maqiDs. At the time of divestiture in 1984, AT&T's

prices were approxim ltr:ly 20 perceDthip tbIIl those ofMCI ad Sprint.

10 The Histoiica1 Cost Study, Defule"IS' Ex. o.T-427, Uaited StIles ~. AmericIID Tel. &
Tel. Co., 552 F. StIpP. 131 (DD.C. 1912). The price-colt JDIrIin for 10Dl-distaDce is baed OD

the average price of a loq-<listm:e call1Dd the mwCtlDtaJ direct cost of a~ call;
the price-cost mmIiD for local .-vice is t.ed OIl the IDIIlJII price of local ICI'Vice aDd the
iDcremental cliIeet COltS of1ocl1lW\'ice.

II MKAvoy & RDbiDIoD, Wbrlli1W By LoriItI, lIf/J'il DOte I, at 7. RDpr Noll aDd Susan
Smart abo IIIIke dais poiDt: "Between 1be late 1960s lad 1984, the fnctioo of IIGIl-trI1!ic­
ImSitive local exdwnp COltS pIicl tram~~ iI:Iaeued from 10 to 26 perceDt,
at which time the FCC =-dIe federal shIN at 25 plICaL HId [the o-t .peratiOus plan] not
been in pJacc, by the IIdy 1910s~ .... doDlr perlDCllldl of1ocI1 ad-p COltS would
have been collected IOIDeWbere elIe in die price IIrUCtIft, lad most prot.bly iD JIrp meuure
from the basic mOlltbly rite." Rapr NoD & S_ SIIIIrt, 1'rid1rI of TdqWRte SrIica, in
AFT'EJl THE BREAK-Up: AsSESSING 'mE NEW PosT-AT&T DrV!mnJJtE ERA 88 (Barry Cole, eeL.
Columbia University Press 1991).
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17. EVIlD ..~ MClIDd SpriDt bid tUrtber iDceDtive to expmI market

shire. ReJU1atory policy em cbIqes for ICCIIS to local excbaae favored expaDsjOll of other

common carriers. UDder 1be MFJ, ATet! was required to pay local excbaDF carriers (LECs)

higher ntes for its 8CCeSS CODDietiOll tbID MCI acl Splint ]'lid for 1beir less-1baD-equal1CCeSS

cozmectiODS.
12 Wrth ATATs rIlleS lit JUabertban those of1be other common CIIftien (OCCs), the

OCCSI market shares lOSe mpidly. MCI's shire oftDtal toll~ iDcteased from five to thirteen

percent &om 1984 to 1989, wbile Sprint's sbare lose &om 1bree to DiDe percent in this period. 13

These increues sugest that 1be FCC's rate cli1faeatial more dIaD CODlpaseteci COIIS\DDerS for

iDferior ICCeSS,I. IDd iDdeed WIS 10 Iarp as to iDd\ICe JDI1lY customers to take MCIls ad SpriDfs

combiDati01l of lower rIleS IDd maior 1CCeSS0wr ATciTs biper rates ad superior access.

AT&T's market share of total toll revenues decliDeci from 91 perceat in 1984 to 71 percent in

1989.15 (The portion of this mabt-sblre loss that is DOt ICCOlIIlted for by the powth in market

sbares for MCI IDd SJKint CII1 be 1III'1"buted to tile ....OD ofreaiODal &cilities-based carriers,

such as Al1Det, Cable mel Vueless, aDd Williams Te1ecomzmmialtions Group.)

18. In respouse ATAT 1Ued requests with 1be FCC _lrin. to lower rates, but Mel

IDd Sprint used the IeIU1ItDrY process to block or delay AT&Ts proposals.16 For example, when

12 For example, in ]983 spec:itJized COJDZDOI1 carriers paid III ICCeSS cbarp only 45 percent
that of AT&T's charae. MllcAvoy et RDbiDIoa., Wtnnbrg By 1MI1J& wpra DOte I, • 34. This
same percentage discouDt held tbrouah 1987 for 1eIs-than-equallCCeSS CODDeC1iODS.

13 FEDERAL COMMuNJcAnoNS CoMMIsSION, STAnmCS OF COMMuNICA11ON CoMMON
CAIUUERS tbl. 1.4. (1992-93 eel) [hereiDIftcr 1992-93 COWMON CAIUUER. STAnmcs]. The
market shares are calculated after deletiDa the eateaory "others" from total revenues for long
distaDce cmicrs. This is doDe to exclude DOD-fIcilities-bued carriers, that is, mellen.
hseUers do DOt affect mmtet saucture because they ODly replckaa~ .-vices oifeled by
fIcilities-buecl cmien so as to exploit mbilnlle opportUDities.

14 Se. MacAvoy A RobiDscm, LDItJIgByJudicitll PoliC)'lJlllkbw, 8IlJWtl DOte 1, at 2S1.

15 1992-93 COMMoNCAJutmlSTAnmCS, .....tlDOte 11, at 1.4.

16 The FCC well recopized this abuse of JWIUlati01l. Former ChairmIn Alfred Sikes stated
that competitors used ';be replatory process to block price reductiODS potatially offered by

-12 -



AT&:T applied to revise its Tariff' 12 offeriDp, MCI aDd Sprint filed petitions to reject or

suspend the revisions. In its petition, "MCI states that AT&:T's cost support materials are

incomplete and imprecise, and fail to justify AT&T's abandonment of its ript to hiaher prices

from customers UDder existiDa comracts for iDtepated offerings by proposiDa sipificant price

reductions.,,17 In geDerl1, the FCC approved AT&T's Ploposed revisions and AT&:T's prices did

decline duriDa the 1984-89 period, but only when justified by cost chaDaes IDd indeed not by as

much as its documented cost dec!eues. When the FCC sbiftecl access charges from long­

distance users to locallel'Vice, ATcl:T's costs decliDed by 59.313 billion from 1984 to 1989,

while its rates declined only by 57.769 billion overtbe.me period1.
19. In effect, AT&:T hid to take relatively hip priee-cost mqiDs, with &JUDi costs,

and hid to allow rate differatials to develop with Mel ad SpriDt OIl the same services. But

after some time ICCess charps plid by these other interexchaDae cmiers equaJi7«l with those

paid by AT&T (due to the spread of equal access from equipmcm iDstalJItion), IDd the rate

differentials between AT&T ad the OCCS nmowed from approximetely 10 to 20 percent in

1984 to four to five pe.rce:at in 1987-89:' By 1990, AT&T's prices were still at higher than

AT&T. .. [T)his holds prices IltificiaUy hi.., ad reduces custoJDer choice." Federal
Communications CommissiOll CommurdcItions Common Camer Propams: Before the House
Subcommittee inT~ IDd FiDac:e, CmniU8e 011 &eqy ad Commerce, I02d
CoDa., 1st Sea. (JUDe 19, 1991) (1IatemeDt of Alfred C. Sikes, FCC ChairmID), 1991 FCC
tEXIS 4212.

17 AT&:T ('mmmnjeatioas, Revisions to Tmiff' F.e.e. No. 12, 4 F.C.C. Red. 5430, 5431
(1989).

I' Wn.1.IAM TAYLOI., EPncrs Of Cot.8'ITmVE ENl'kY IN nE U.S. INTEU'I'A'm lou..
MARx.ETs: AN UPDATE tbl. 1 (NItioaal EcoDaadc ReI.1Idl AaociMn 1992).

19 MICHAEL E. PoRTa, Cot.ft1TI'JON IN 1H£ LoNG DIsTANCE TILEcoNMt.JNJCAnONS
MA1ucET: AN lNDusny STl.UCTt1RE ANALYSIS 11-12 (MODitDr Co. 1987).
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CClIaJ*idve levels,~ die oces pdced 1beir .-vices just below the "uIDbnlla" that the tIri1fs

filed by AT.tY provided IS • matII:r ofcoune.'JlJ

II. JlII1'Ut e-c..a.e...SIIIHW0Nr tiehtW1"..'J

20. After 1990, AT&Ts sUre of tDtaJ ton ..... was much JDCft IbIble !ban

pmriously, fain", cmly from 61 pen:eat ill 1990 to 6S pen=eDt ill 1993, lppIoxin""ely ODe to two

pIICCIlt per yar.21 MCI's overaIllbire role from 15 pcrceat ill 1990 to 19 perccat in 1992, while

Sprint's share re:m,jned ccmst.IDt It 10 perceat from 1990 to 1993.22 This stIbilizItion of shires

is reflected in the HHI series, wbich etecJiDes uatill919, wbeD tbere is • c:Iiscontirmity or"'"tt

after which the HHI is CODStDt. The desbed )iDe in the fipre below iDdieates what the HHI

would have been bid the 1nIDd buedon tile period 1985-19 ecwl'h,ued in the 1990s.23

_: ...

20 s.. MacAvoy 4 R.obiDJoD, .",-11 DOte 1, .227, 258-59.

21 1992-93 COMMON CAJUUER STAnmcs, IIIf1'Q DOte 11, at tbl. 1.4.

22 Jd

23 The treDd is calculred fiom • simple tiDar repession of tile HHI on • time Vlrilble. The
dI1a OIl market CQDNiltndOO II'e oIgiMd from FW:DD...u. CoMMuNJCAnoNS CoMMISSION, LONO
DISTANCE MAIUCET SIWtIS tbls. 5,6 (3d ...... 1993). As with tile IMIbt lUres leponed
peviously, raeUers II'e elimjnlted from the HHI calculadODS. For 1993, this is daDe by
multiplyiDa (l) the 1992 plrcentaae ofrevenues cI.ssified by the FCC u "otber" by (2) the 1993
total toll revenues. Tbis calculation yields III estimate of 1993 to1al toll IeVeDUeS net ofresellers.
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THE DE~INE AND 8TABILIZAnON Of MAlUCET CONc:amu.nON
(TOTAL TOLL SERVICES)
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1915 1- 1t'17 111I I. 1"1 1tt2 19P3

21. There are IIUIDeI'OUS aplautiODS for this JIeW-foaDd ItIbility in market shares

after 1989. The most direct is that c1IaDps in repIatioIl took p1Ice in 1989, wba1 the FCC

msututed the Price Cap PlOlfIDl for ATIl.T,24 which cbaqecl1be way AT&T tel prices. Tbis

prognm replaced 1ari1frate levels bued on awnp historical COltS wi1h price levels Idjusted for

iDflation aDd productivity (cost)~. AT&T price ClIpS wac in plKe for three eateaories of

services: Basket ODe for resicleDtie] IDd small bnsilWls services (or what is kDowD IS messaae

toll service), Basket Two for 800 DUIILber calls (or iDboUDd WATS), IDd Basket Three for large

busiDess (outbouDd WATS) lad III otIIer AT&T bu';,.,liDes (iDcludiDa Virtual Network). In

November 1991, B" TIne ClIPS were elimjneted IDd. repJaced by al10wiDa AT&T to make

1i1iDp ofany price chaDae with automatic 14-day approval (except for thole iDvolvq .-vice on

24 Policy aDd Rules CoDcreminl RIteS for Domjnant Carriers, Report ad Order and SecoDd
Further Notice ofProposed RuJemakinl. FCC 89-91,4 F.e.e. Reel. 2873 (1989).
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11II101 pri~ Hoes). In May 1993. BIIbt Two ClIpS were eJjmjneted in favor of allowiq

ATAT to make 1be SlIDe type oftiliDp, except for 100 diJectmY Iel'Yice. Basket One price caps

rcmaiD in p1lce IS shown ill the tlble below.25

FCC PlUa-CAP hOOlVaM FOIl AT&T

..... _. Buk
Services - .

S1atusoa___ ___ et

BllbtODe MTS-· e Toll Service) Price ClIp in Effect

BaketTwo IOO(1Dbo1md WATS) Streamlined Tmi1fs IS of
May 1993. except for
Directory 100

Bastet11ne Ourbouad WATS, Virtual Stmunljned Tariffs IS of
Nerwork: Services, ad 0dIer November 1991. except for
Switched ad Priwre Lme private tiDe aulog
Services

22. TbeIe DeW repJatory proceclures I1Jo atabIiIMd tbat AT&T's price cuts in

NlCtiOD to other suppliers~ be de1amilwd by 1be COIIIpIIIY. at least within • l'IIDIe 'between

fairly broId floors IDd c*JiDp. The rqe was established with the iDteDt ofprovidiDa AT&T an

__tive to eccmomize on costs, while~ possible pndItory price cuts. WltbiD acb of

the 1bree -'cds, sewnl.-vice CIIeIOIies were establisbecl. For PIImple. Basket ODe had six

service ca1eICJries ccmjstjna of (1) domestic day, (2) domestic eveama, (3) domestic

DiJhtfweekc:Dd, (4) iDtemItioDal MTS, (5) opcnIOr and cadit C8rd services, IDd (6) Reach (\ut

America. 1"he Commiai9!l determiDed that ill order to obtain anamUned review of r..ae

cbaaes, AT&T CCNld DOt iDcreae or cIec1ease mtes for • IaVice CIleIOI'Y by more tban five

2S Price ClIp PerformIDce Review for AT&T, Report, cc Dkt. No. 92-134, I F.C.C. Red.
6968,6972-73 (1993).
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percent per yeart after ldjustiDg for the percentage cbmae in the priee-cap iDdex.26 If AT&T

proposed a rate inc:reue that exceeded III upper service-bIDd index, it would have to provide

DiDety-day notice and support the rate request with subs1mtial cost IDCi revenue data. If AT&:T

proposed a rate decrease below a lower service-bIDd iDdex. it would have to provide forty-five

day notice and cost and revenue iDformatiOD demonstrating that the lower rate would cover the

aVeJ'lle variable cost of the service. Thus, the price-cap plan provided AT&T streamlined rate

1reatment to increase or decrease rates for services in specific service eateaories by five percent

per year relative to the price cap iDdex, as well as the ability to fUrther iDcrease or decrease rates

upon a sufficient showina ofcosts IDd reveDUeS. In pcticulart since the averaae variable costs of

IOIll-distance service are low relative to rates. as shown in Section IV, AT&T had substantial

pricin& flexibility to reduce rates to disciptiDe MClIIld Sprint for my stnIteIic IdiODS to shift

market share. AT&T's ability to crecb"bly tbreateD MCI IIId Sprint with rate cIecreIIes after July

1989 could sustain market sbares.11

23. The FCC CODIiders 1be Price c.p PwpWii • success. In its 1993 miew of the

propam, the Commiaion detenDiDed th8t AT&T's prices feIl.ccordiDa to Basket ODe aDd Two

tariffs; AT&I's iDfrutructure impoved; Iel"Vice quality 15 measured by the "Equipnem

Blockage and Failure 1Ddex" renWned "about the same or sliJhdy better"; IIId AT&T iDtroducecl

new services.2I The evidace reported below OIl "price-c:ost mqiDs, however, iDdicates that

competitive forces have 1101 operated as .-eel by the FCC. MCI 8IId Sprint have followed

26 A four paClDt cap Ipplied to domestic eveaiDa ad domestic DiJhtlweekend 4 F.C.C. Red.
3054 (1989).

21 ~ cIiscuued in SecdoD m, in mocIem ........ IIII1yIes of the behavior of
oJiaopoliest 1be ability 10 .aIID. in a Cledible 1M". plays a CIIIUI1 !Ole in detaRiinina
ot.rved profit mqiDs. s., ,.".,.ally DREw D. fUDENBERa et lEAN-JACQtJES Tacu. GAME
THEoRy (MIT Press 1991).

21 Price Cap PerfonDaDce Review for AT&T, I F.C.C. Ral. 6961, 6969 (1993).
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ATilT. lad siDce 1990 ill niIiDI prices, IDd the tine ccqaies' price chIDps have been so

dote 1IIat tbe price PI' oftbe 19101 his all but c:IisappeIiecL

c. II.,.OIwc""" tyu.. " .....
24. !be market Ibares~ in the previous two 1lCU0DS relate 10 total toll

rev.... It is c1arly paefalble to f!lPDjne more di....,epted .mea be:I"¥ IDIDY clift'erent

.w:es iDcluded ill total ton JeWIIUIS in reality COiiititale cti&:reDt "market" wrvices. SeMces

iD difrereDt eccmomic marJcets are u follows:

• Jlal/ll' ToU SrvicI: otreriDp..-a1ly pmdwMld by resideDtill ad aall
baR"" COIISIJDleJ'S.

• OIilbtnmd W.4TS: .mces by which buJiD_ CUItOmel'I p1Ice lq-etiltlDce voice or
dIta calls usiDa either switched at dedi__ KeelS. BilUDa is baed OD a bulk rather
dim all iDdividual call buis.

• InboundWA~ (BOO s.rvtu): III'Vice tbIt allows _De. customers to receive lema­
ctisraDce voice or data calls ... eitber switdIId·or dedicated ICCISS. IDbouDd WATS
is DOt a subItitute for oaIboUDd WATS .w. to my ezteat.... it is clesiped to
allow busiDelleS to· receive I'fICI-.t5 10m CUItOIDerS for &Dal aoocIs or ICI'Yiccs,
wbereas oUIbouDd is desipee! to I1low bu.simsses to p1Ice caDs for a wide VIriety of
iDput related services.

• YirtJID] N.rwor-k s.mca: ..w:es jnvicIed to bulk basiDIIs CUJt01I.-s UIiD& the
mmmon Clll'rie:r switebiDa facilities IS a user DetWork iDdistiDpisbable D:om that of a
facili1ies-based switched private DItWO!k.29

Revawe shares HID series have been ccmstrueted for MTS, oUIbouDd WATS, iDboUDd WATS

(800 Wl'Yices), ad Virtual NetWOrk Services aD a cIisIgrepted basis with switched

di1fereDtiatcd from dedicated service ofreriD&s.

29 VirtUIl Network. .mea are outbouDd rather tbm iDbouDd. ThIt is, they .e clesipd to
allow larIe-volume customers to place calls.
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25. Such. measures for specific services have not previously been lDIlyzed in long-

distance services because data for specific services have been partiallDd highly aggregated. The

data used in this lDIlysis were obtained from MultiDational Business Services, Inc., which

compiled much more complete series on such service by compmy fi'om filinp made with the

FCC and state public utilities commissions, corporate reports, Wall Street aaalysts' reports,

lCIdemic publieaticms, interviews with corpcmIte officials, and iDfonnation obtained from federal

md state regulatory 8Iencies through Freedom of lDformation Act requests. The resulting

market conceutnlticm statistics for MTS, outboUDd WArs, iDbouDd WATS (800 services), and

Virtual Network Services are shown in the figure below.

THE DECLINE AND STABIUZAnON OF MARKETCONCENT1tAnO~
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30 Tbc HHIs for die 1915-90 pIriocl 1m bIIICI 011 finD ...... hill MULTlNAnONAL

BUSINESS SERVICES, INc.. 1NIDEXaW«E CONPETmoN IN 1HE PIle! CAP £ItA: A
QuAN11TATIVE ANALYSIS av MAJol CAJut.Ir.I, SIIlVlCE, AND MAIW:T BAlDI' It 8-1 to 8-8.
The HHIs for die 1991·93 pIriocl_ foteaItId hill.npaIioIl mode1l11iDa IeYIDIJeS for total
toU .-vice a leported in LONG DIsTANCE MAIW:T SHARES, IIJI1'tl DOte 21, It this. S, 6. (HHIs
for 1993 are reported IS oftbe thiId quarter.)
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26. TJeDds in the HHI frcm complDy rewaues for specific CIteIories of loq-elistuce

.-vice VIT:'j widely, I1tbouah the HHIs in all~ show decli:Des in CODCeDtration. The

HHI iDdcx for MTS is iDitially It 0.76 (or the equivaleal of 1.3 equal-siad films) ad declines to

a level of 0.54 (1be equM1eDt of 1.9 equal.siJed &IDs). The HHI for iDbouDd WATS (800

.-vices) beP" at 1.0 in 1985, beeallse AT.tTWIS 1be aaly cmier offeriDa 800 IerYices at that

~ falls npidly ad the:D IIabiliza It 0.53 (1.9 equaI-sizId films) by 1993. The HHI for out­

bollDd WATS beP" in 1985 at • level ofO.7S (1.3 equal-sizled films), fills relatively ripidly to

1988, and then stabili2Jes at 0.29 (3." equal-sized firms).3! The HHIleries for outbound WATS

is consistently below that for inbouDd WATS. FiDaIly, die HHls for virtual private netwom,

increase from 1985 to 1986, but tba dec!iDe JI'Idually from • level of 0.6S to 0.47 (the

equivalent of2.1 equa1-sizIeci tbms).

27. With the exception of MTS, the HHI .-its paeralIy iDdic:are tatnaks" in

downward 1J'eDd.s at some point duriD& the 1919-90 period. This clumae in the tnmd of CODceD­

tratiOI1 plays III imponant role in establishi • the buis for~ about cowpetitive:aess in

priciDg in the 19905 in CODIrUt to hypotbaes about the JmDe type of behavior in 1be 19805. For

MTS, there is DO substantial break over the eutire period, but the recluction in HHI from 1985

through 1993 is equivalent ODly to 1be iD1roduction of eme-balf an identical-si.zed film so that

conceD1l'ltion is CODStaDt at • level implyiDc the aiste:ace of cmly ODe aDd oae-half sources of

supply throughout.

3! the HHI for outbouDd WAYS for tbe period 1991-1993 is calcullted from ...rmbtl the
lillie 1reDd behavior • for tbe total toll 1e!'Yices. This _'iUjltion ranles the HHI for outbouDd
WATS to decliDe 10m 0.33 in 1990 to 0.29 in 1993. This WDUld imply that ATetT's mIIket
share decliDed by as IIl1ICh as oae-fourth in1bat period. Such. decHue, in my view, is exaemely
nnJi1ce1y. It is more likely that 1be HHI for outbouDd WATS is curreDt1:y in the raae of 0.3 to
0.4, but specific c1Ita to iDdieate that me DOt &VIilable after 1990.



m TIlt. MAJucET BEIlAVIOR roilINTERLATA SERVICES

Is ClWtAcnltlZED IV T"mCOLLUSION

BypDtAaaAl»olltPriu 1Id1lVio, fie. n.nAnF~ SOIUCG ofSIIJ1Ply

28. In III indusay domjnated by • few firms, ach with • 1Iqe market share, one

firm's sales depend on the actions of its rivals as to priciDa and distribution of services. Firms

must be aware of rivals' 1CU0DS IDd I'IIC1iODS, because such actions affect the extent of demand

for services from the individual supplier. When firms do CODSider rivals' behavior in determining

their own clerrumds, "oligopolistic" CODditiODS Ire present in the market. Long-distance

telephony has a number of oli,opolistic markets. AT&T, Mel, and Sprint tolether constitute

more than 80 percent oflong-distmee capacity aDd revenues. At the time ofdivestiture, the three

firms accounted for 98 percent of toll revenues; by 1993, this sbIre hid slowly declined to 87

percent as a few small facilities-baed firms pjnec1 sbIres OWl' the ten-year spID, but tbese three

large firms remain collusively domjJ1lDt =mparecl to • frinp of other suppliers. Furtbeimore,

resellers are limited in providina serYice by their ICCeSS to the capICity of AT&T, MCI, and

Sprint, so that they CII1I1ot provide net additions to supply so u to affect the ovaall levels of

market prices.

29. Economic theories of priciD& in oliaoPolistic markets can be divided into two

classes bued on usumptiODS IDIde about firm behavior. In ",lIminl DODCOOperatiOll in pricma

IIDODi firms, each opntes to best tbeir rivals IDd JXices reflect this piocess to some extent.

Under III assumption that finDs coope:Ilte, the rivalrous pnx:ess is eUmineted IDd firms conude.

But the implications for prices Ire DOt always ctistiDclive. As Carlton IIId Perlotf state: "In a

coopuatiw IQIIU &ms make bindiDa apeements to coordiDate or form a CII'te1. In a

1I01ICOOperatiw gtIIM, firms CIDDOt make biDdiDI qreemeDtS, 10 they IlCt iDdependmtly;

however, the coopaative outcome may be obtaiDed.,.J2 SiDce cooperative priciDa is IDOfC

n CAltLTON & P!RLOFF, Mll"tl DOle 7, ch. 7.
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profitable tban iJM.tepadem pric.iDa, otbIrs tbiDp beic~ equal, -n collusion may be the loal

C\'eD ill • !IODCOOpIIative framework.

30. GiveD DOIlCOOJ'IDSive bebavior, there Ire also two~ to developiD& a

1beory of price ad 0UIpUt blbavior: caajecturl1 vmmon ad pme-tbeoredc models. Tbese

appacwebes differ in how the resultiDa models predict rivals' behavior and thus in how they

formulate expecred priciDa 01IIC0IDeS. EIch approKh bas ItreJIItbs IDd w-Jmenes, but the

position taken here is that the conjectural vm.D0Il approKh provides iDsipts into market

pafOl'JDlDCe in telecommunications.

31. 1D 1be artiest lI'JIXO'Cbes to DOIICOOpiiadive behavior, baed on coDjectura1

vuiation, eICh fim1 bas a ccqectUIe (or pess) about how its riVlls will respond to chanps in its

price or output decisions. Bated OIl its coqjecture, .ch finn cbooses price or output to IDIxjmja

its own profits. The COIdectures remain uarealistically fixed, so that one usumes that rivals hold

10 • constIDt level of 0\IIpUt or price, despite ODe'S own output IDd price chaqes. Even thouah

such an lSSUIIJPIion seems uarealistic in deIcn"biDa iDtmctive fbm behavior, it yields testable

hypotheses on t.e extent ofcompetition in a DIIIket.

32. Wrtbin the lut twenty years, ec:onmrists bave iDaasinaly used pme-1heoretic

approaches to overcome the apparent ..1mases of the conjectural vmaDon tbeories in malcina

usumptions descriptive of rivals' ICtUI1 interlCtiOD in oliaopolistic markets." In pme theory, a

firm's strategy can chaae over time, so that firms iDtenct with one another tbrouP chlqes in

their price, output, IDd .tven:isiDa policies. 1D Iddition, firms eopp in threats IIld retNiltory

l)ebavior toWlrd rivals. Althouah this framework assumes behavior more in line with observable

33 In COIIb'ISt to the CODjectunl vanmon theories of oliaopoly, which were derived in the
DiDeteeDth ceDtury, the pioaeaiJla work in pule theory (from which pmes of oliaOPOlisn'
priciq subsequently were dlrived) WIS &me ODly SO yars 110. s., OscAR MoaOENS'J"ERN &.
JOHN VON NElJMANN, THEoRy OF GAMES AND EcONOMIC BEllAVlOJt (Princeton University Press
1944).
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imalctions, it yields multiple propositions about resultiDa behavior that are weak in providing

testable hypotheses on KtUI1 pricina.

33. Cbarac1eristic ofconjectural variation models Ire those of Coumot ad~).t

which cover one period, assume identical services from all suppliers, and DO DeW en1ry into the

market. Each firm has a conjectlft about how its rivals would respond to cbanaes in its behavior

(a conjectural 11ariation); and based on that conjecture, that finn chooses its output or price to

mlXjmj~ its profits. In the Coumot approach, the fiJm chooses its most profitable output level

on the assumption that its rivals will hold their outpulS CODStID.t. In the Bertrand approach, each

firm sets its most profitable price on the co~ecture that other firms will maintain their curmlt

prices.

34. The Coumot framework implies tbIt the price in the m.-ket is between the

monopoly aod perfectly competitive price levels, depamnl OIl the mmiber of equal-sized firms

providiDg service in the market. As the number ofsuch fiDDs iDcreues, the Coumot price moves

down to the competitive level, so that declines in muket coacenttation lad to lower price-cost

mqiDs. In contrast, the BerttInd framework results iJl acompetitive priciJla outcome whenever

the number of firms is two or more, bee... each film cblqes a price (exreedinl its IDIfIinal

cost) that undercuts the common ftxed price of ID of its rivals. .By cboosiDa a price slightly

below its rivals, Who are assumed DOt to chaDle daeir prices, eICh firm Iimu1taDeously reduces

the price level until it fills to marPW cost. This process occurs reprdless of wbetbcr 1bere are

few or DIlDy firms, or wbetber COJIeeDlration is hiP or low, ad 1be result is the .. as the

competitive process.

35. Tbe foUowiDa table illustraIa Coumot ad Beauaud equilibria reJ8tive to

monopoly price, baed OIl silllplifyiq assumptioas. For the illustmtive enmpte used, when

there lie two firms, tile Coumot price-<:ost mar'IiD is 20 pen:eat below the moaopoly lewlad

)4 A. COURNOT, REaBams SUll LES Pl1NaPEs MA1'HEMA11QUES DE LA 1'HEoIUE DES
RICHESs 67 (1838); J. Beiuaawl, 1'Morle~ • liz Ric1luM S«:iJIk, JOURNAL DES
SAVANTS 499 (1883).
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mdmby 0UIpUt is 33 paCillt Ibove the moaopoly level. As 1be DUmber of firms mcr.ses, the

price-cost marlin 1ppi0'Cbes zero - !be level in pedect competition. The Bertrand priee-cost

IIUIqin is ZIIO with two ormore finDs.

EQUIlJ8IUA FOR MODELS OF OUGOPOLlSnC COWETmON

Price-Cost Pmfit(%) - (%)

NumtJerof Marlin
OJiaopoly EquII-Sia (_ perceat of

Model FinDs Iy) Film InchllttY Film IDdustry

Mcmopoly I 100- 100 100 100 100

Coumot 2 80 44 19 67 134

3 66 2S 75 SO ISO

4 56 16 64 40 160

5 SO 11 55 33 165

10 30 3 33 18 180

100 4 0 4 2 200

BeauiiiJ 2 0 0 0 0 200

A..-s &am CAltLTON A JiIatOFF, ....._ 7, cb. 7. SpIc:ific • .. ...s. 1biI-.Iysis....i-- Dl •

deed ($) P • 3 • Q~ 8nD's COlI 6mcrioa ($) C(q) • q.

36. The Coumot aDd BertrIDd CODoepts are biablY limitiDa abstractiODS of actual

behavior, siDce they IIIUIDC umealistic responses to rivals' 1di0DS. Tbey may make sease in a

market in which there is only ODe period in which 1I'IIISICtioDs take place. But these concepts are

DOt realistic in the seDSC that they ISSUIDe 1hat a firm will keep the same conjecture even after its

rivals have cbaDaed their bebavior in the course of repeated rouDds of1rlDUCti0DS. The Coumot

and Bertrand approaches do pnerate predicted priciD& pattaDS, however, that can be compared
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with those in loq-distance markets. In the Coumot framework, IS concentration decliDes (or as

tile equivalent number of equal-size firms iDcreIses), prie:e-cost maqpns fall. In the Benrand

frlmework, price-e:ost 1DIIJins Ire always zero, IS JODI IS the number of films is at least two.

AetuI1 markets should reveal one or the other of these patterns IS conceDtnItiOD declines unless

the firms practice DODCOmpetitive pricing.

B. Ttu:it CoIbIsiDlI;" OIifopoly

37. 1'herc is another imporra1lt ccmcep1UI1 fnaDework ill which the few finDs coDsti-

turiDa aD oli,opolyem act iDdepeDdeatly, yet ultimately produce the SlIDe price as in a collusive

context.3S Through recopaiad interdepeDdmce, firms openliD& individually can exercise market

power to set price at a level maximizjna joint profits but without lIlY explicit, formal apeement

to fix prices. They do this by foreaoina individual policies to price disc:ount so as to pin shire,

in favor ofICceptina a stable market shire. By doina so acb mm is ill a position to set the same

profit-maximizjna price on its own. Wbm sellers are few aDd certain other condi1ions ate

present these policies of each fum make explicit apeemeIIll~ to keep prices above

competitive levels.

38. The conditiOllS .._y to support such DCDCOIIlJ*titive priciq iDclude:

uniform products or .w., UDiform film cost levels, aDd bmiers to· eDtry. Product

di1ferentiation would result in a contliet IIDODI firms on what constitutes the joint maximizjng

price. Low-eost finDs would wmt to set a lower price, wbile biah-cost films would leek a higher

price level, ad the low price would prevail, shiftiDa mIrket sbIre to those firms. R.esultiDg

conflicts would be di1Bcult to reconcile~ut direct collusion.

39. But the most impcxta ~_'IIDIlDtis that films..to accept IOIDe ..ofstable

lDIrket shares ad develop credible thra1s of retIIi8tion to peveDt ODe film from enpains in

35 JAMES W. FJUEDMAN, OLIOOPOLYAND 11m THEoRy OF GAMES (North·Hou.d 1977).
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price a""ina ,36 SiDce liable IIIIrbt .... cIetenDiDe the credibility of the process, they have to

be detaiiliatd by~ policies by which a lap finD would make it c1eIr it would

dilcipliDe smaller oaes if they .. cIiscouDts to pin 1bIres. Suppole a market is domjntted by a

film with a1lrp IDIrket sbIre (say, in exeas of 80 pen:eat) IIId coatIiDs Ie'Vera1 small thms

with low maket IbIres (for GIIIlPle, less dIaD five perceat). GiWD tbeIe relative shares, and

with the damiD _ firm's price r-JiDble on a .. vol11lDe of Illes, the dominant firm cannot

credibly threaten its rivals with J.rae price reductions. 1be SlNJler rivals blow tbat the domiDant

firm CID am more by INIjDtajnina its DmJiDs. 1be ckmiDllrt finD las credibility in

tbreaterrina to JetIliate, ad thus eliminate cae ofdle JDIIbt caaditiODS that makes it profitable to

pnctice tICit collusion.

40. WbeD market sbIres patly cIiIfer IIDODI &IDs, 10 that ODe or two finDs .e much

lqer thaD the rest, it is likely that Coumot or BatliDJ behavior will dcwnjnlte. If that were the

case tben the domiDll!t finD's DIIIket sUre will &ll over time. A5 IIIIIbt shires equalize, the

domiMrt film's threat to cut prices to halt its loss ofcustomers becomes creclible. Furtbermore,

as small firms pow, they am hip profits from their aimna cusromer bue ad place a

commcasurably lower value on profits tbIt depeDd on iDcrasiDa their marbt sbares. The

domiDant fitm is able to credibly tbreaIeD low prices to support 1ICitly collusive outcomes.

41. A51D1rket .... teDci·to COIlVeI'p over time to stable levels, finDs can sucaed in

1Kitly collusive priciDa wIBl1bey could DOt dolO earlier. StabilizIIion of shires e:n1wrn:s their

ability to set 1ICitly the biPer price level. ODe factor that preveDts finDs from tKitly colluding is

the difficulty of diaposiDJ why market shares have reaJiped. When firms cIisapee on

"appropriate" shares, 1bey eDCOUDter diflicul1ies in produciDa a DIftOW nmae of sjmilar prices.

J6 OIDiel On' & Paul w. MllcAvoy, Prlt:e Strategies to PrtRrIote Ct:rtel SUlbility, 32
EcoNcMCA 186 (1965). Simple but raIber ...... CODditiODS.e pva in Table Two of this
study: when there .e three equa1-siZlecl films, or their equivalent (that is, HHI - 0.33), tben tacit
collusion is UDStable as lema as price discouDIiDa by any one film to pin share takes more thin
one production period for the others to rapond, or when the mmket expands rapidly with a price
cut so that it is difficult to diJtiDIuish cuts from mmket expIDSion. .
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But as JIlII'ket shares teDd to be stable and at more equal levels, asymmetries in sttategy on shares

diminish, enhancing the ability of firms to perceive uniformly how market demand should be

divided.

42. \Vhen rauzed, these considerations mabie each finn to set approximately the

monopoly price, notwithstandina that three or more finns provide the same services in a well­

defined economic market. Consider first a pattern ofmonopoly pricing across markets.

43. A monopolist sets its price-eost marlin equal to the reciprocal of the elasticity of

demand." If customers can more radily substitute away from the monopolist's service, their

demand will be more elastic. Ifso, the monopolist must keep its priee-cost margin low to those

customers or they will switch to another mI.rket. Conversely, if customers have few

opportunities to switch to 01ber services, their dem'Dds will be less elastic IDd the monopolist

can earn higher profit mqins nom chqiDa them a hip price. These basic results are

illustrated below, with marlin in a realistic rage. (The illustration below assumes that all

elasticities of demand exceed one (in absolute value) becallte a mcmopolist can always earn

higher profits by raising its price to move out of the iDelastic portion of the market demand

curve.)

MoNOPOUsTS PJua-CosT MARGINS FOR.
I>IFJ:ERENT ELAmcmES OF DEMAND

Priee-Cost .. • Elasticity ofDemand

0.67 -1.5

0.50 -2.0

0.33 -3.0

3'7 S.e, e.g., M. WATERSON, EcoNoMIC 1'HEollY Of mE INDUS'I'RY 23 (Cambridp University
Press 1984).
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44. SIIppOk tben lie.. firms with _Ie Ibares ofa 1IIIifanD ,ood or IIlYice in a

-at in wbidl tI8e -..e credible peaahies for ctiIcou:atiDa to iDcIeIse 1bIre. If finDs have

simile maqiDaI costs, their iDi1ial profit-maximizina prices teDd to be the SlIDe. This is

illusu-.cl for tine firms wboIe mmbt IbIres have cmmrpd to the same pcrceDtI&e, SO that

eICh has ODe third of the sales. 1'beD tbe demand curve ficiDa IICh firm wiD be appiomm'tely

cme-1hird of tbe -at cIanwv1 curve. "Ibis demand ftmctioIl is IboWD below • the dasbrd liDe

IDd the mBet demand is 1howIl. the solid line.

p

B

,,,,,,,,,,...~.- .,,,,,,,,,,,,,,,,

45. The elasticity of demand (m absolute value) at the iDdieated price by definition

equals the ratio ofPB/AP. This raDo is the lime at ally price on 1be firms' demand curve (dIShed

line) as on 1be IIIIrket etemac:t curve (solid line). Beanse 1be elasticity of demend is the SliDe

for each IIld for the iilODOpOlist, IDd JDIrIiDal costs are the SlIDe, the thiee finDs iDdcpeMent1y
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choose the same price which equals the monopoly price. This conaruence of intaests OD market

shares fIcilitates the ability ofeach fum to set the price level ofa monopolist in the market.

c. LD",.DistIutce M",*- EJddbil CMuIitiMu CDlulIId1¥ ttl TtIdt ClIIllISiD"

46. The conditions uecesS8l)' for tacit collusion exist in long-distance telecom-

mUDieations. The three lqe &cilities-bued cmiers AT4T, MCI, IDd Sprint ICCOUDted for 87

percent of toll revenues in 1993.31 W"1tbiD specific duses of service, the tbree fUms offer

euemially identical pllCbaes of services UDder publicly available tams, thus satisfying the

"homogeneous product" prerequisite. TbeIe films'~ COltS are vhtually iclcDtica1: the

access charges they pay to local exchange c:cners are, by FCC policy,. the same, and the

remainder of costs iDcurred in day-to-day OperaDODS is also quite simi1lr liven their dedication to

fiber-optic transmission systems. The barriers to eDtry are substantial liVeD tbI1 the MFI

prevents the firms most likely to ccmtest the market, the RBOCs, from provictiDg lona-distance

iDterLATA services. The table summarizes the remwrlrable sjmilwity of1beoretica1 requirements

with market structures in 10Dl-distmce 1elecommuDieations.

MAJucET CONDmONS FAClLlTAT1NO TACIT CoLLUSION
IN LoNG-DISTANCE T!LEcoMMUNlCAnONs

Market CoDditions LoDa-DistIDc:e Telecommuaieations

Few Films Three~or Films

Stable MIIket Shires Market Shares Stable After 1990

Homopaeous Services Similir 0freriDp for Each Type ofService

FiDDs with Similar Cost Levels Access Costs Equal md Similar QrlaItiDa Costs

8Iniers to EDuy MFI ProbibitiOil OD DOC Eatry

31 LONG DISTANCE MAIUCET SHARES, supra note 21, tbl. 6.
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47. Most iIIIponaat, JeIatMIy In' COJIdjtioas ctiIcomIp rivaIJous Ktivity in the

priciDa of10Dl-distlDce IerVices, pIl'ticuJaiy after 1be "1nIk" ill coucenuation that occurs in the

1989 to 1990 period. As has beeD sbowD, HHI drliNd duriDa 1be 1985-I9 period IDe! then

stabiliz after 1990. Tbe~" in the dectiDe of HIlI CIIIDC about • a result of estabUsbjng

stability in the iDdividDal lUres of AT&T, MCI, ad Spriut. Tbe.mlity of Ibares alODI with

the other "COIIducive" CODditiODS, nsults ill each of these films ficiDa cWnancJs with similar

eluticities ad, heDce, provide eKh of the tine iJlteicubmae camas with JIrODI iDceDtives to

choose the SlIDe price level ill acb oftbe wrious markets.

D. '~Jr-• aid AI...,S.".",. .1IJp.-... of TIIdt CtIIlaitI. '" Ltmr
~ TdfUJiS'..Icdtnu

48. The hypoIbeIis 1bIt wwpetitiw priciDa is ... flam the..LATA maIket is

ItI'f:DItbeDed by evicleDce from 1be stock arket's I'IICtiaas to AT&T.-.ouDCecl rate iDcreases.

In a market cbaracterized by competitM priq DO film 1IIUtaa1ly 'WOUld iDcreue its price

UDless either (l) iDduJtry-wide COltS bad iDcnued wbile cWnand mmined stable or (2) demand

increased aDd the iDdustry bad risiDa JIIIrIiDaI COltS (that is, decnuiDa returns to either firm or

industry scale). In both cues, the finn's price would rise, bat the firm still emDS only the

competitive me of retum. Ally aDDOUDCled price mcr.se in 01IIpUtS would DDt caDle the stock

IDIrket to revise estimeted retums on that compay's shares aDd tberefOle that corIlfCly's stock

prices would DOt iDcrase. SiDce other finDs ill that competitive market also eam only the

competitive rate oftetum, the IDDOUDced price incrase should DOt cause their stock prices to rise

either. But if1blre is DO iDteIfiIm rivalry, ad ifcompetitors tKitly collude, the IDDOUDCed price

iDcreue should lad investors to aaticipm.e further "rDatcbin1" price iDcreue mDOUDCeIDents,

aDd the stock prices of III tine firms should iDcnaIe. That is, • azmounced price iDcrease by

ODe fum should cause share prices ofall three firms to rise.
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49. I have documented the dfects o~ stock prices of AT&T, MCI, and Sprint

for five dift'erent lDDounced price or rate increases by AT&T. The evidence is that the an­

nounced rate increases bring about concurrent increases in the stock prices for all three finns.39

In particular, AT&T's SDDOunced rate increases cause an aVerBle increase of 3.4 percent in

MCl's and Sprint's stoclc prices (net of any general movements in the stock market). As

indicated below, this increase has a substantial effect on firms' combined total stock values.

39 The effect of ATATs~ rate iDcr..s OIl the c.pitIllDIIUt's evII1\11tions of the
profitability of MCI lad Sprillt wu deIermiDed usiDa a .-cMnl "eveat study" framework. s.,
S. BIOWIl A J. WIlDer, U.rm, Dtzlly Stock btllmS: TIte CtI.r. ofEWIII Stwliu, 141. FIN. EcoN.
3 (198S). The event study eumined the MClIDd Sprint stock price NllCtion to IDDOUDCed
ATAT rite iDcreues wbile coatrolliDa for ..-al1Dllket influmces. For ach rite increase,
stock price IDd divideDd cilia were collectld for SpriDt IDd MCI for the 1ime period startiDa 200
days before aDd endina 10 days after the IDDDUDCeIDeDt. A portfolio CODSistina of MCI and
Sprint stocks wu foImed, IIId daily retums \Wre caIcu1I&ed baed on stock price inCreaes and
ctividead yields. FiDIlly, the reJarionsJrip betweeD 1be portfolio's dIily n:tum mel the daily tetUm
of the maUt (1DIUUIIId by 1be StIDdIni tl PoolS 500 1Ddex), IDCl the !oDa-tmD awzaae
portfolio IWIUnl wae esejm-t Aay ponfolio retums l.-pIIiDIcl by 1bae two fIctors were
cIefiMd to be IbDonuJ ..ams, IDd my IbaonDa1 reIUmS oraJDiaa .muDd an ATAT rate
increae IIIDOUDCIIIlaIt wwe lIIributlld to 1be IDDOlJDCIIIIIeI In Older to CIIptUIe the full effect
on the lDDC)'mcement on the ft1ue ofthe portfolio, I cbose the three day iDterval bqinninl the
clay before the rate~ tIIrouab the day after the IIIDOUDCCDCIlt. A derailed summary
ofmy statistical findinp is available upon Jequest.
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A VEltAOE 1'HItEE·DAY ABNORMAL RETURN FOR MCI AND SPIUNT
-- Jl'ROM ATAT RATE lNatEAsE ANNOUNCINENTS

1DcraIe in MIzbt Value
(millioas ofdollars)

ADDouDced ATAT
Rate IDc:rase Sprint MCI Total

.
October 23, 1990 S191 1242 1433

July 20, 1993 S391 SS09 S900

September 17, 1993 5418 S524 5942

December 29, 1993 S385 $473 S858

January 25, 1994 1424 S510 S934

Averqe S362 $452 Sl13

SO. This table iDcficwtes 1bat the iDcreue in MCI IDd Sprint stock prices, DOt otherwise

ICCOuated for by mIIbt fIctDrs, trMII., iDto aD iDcreue in tile two firms' cambiDecl equity

values of more than S800 miDiOl1 after four of tbe fM IIIIDDUDCId ATAT mae mcr.ses.40 Such

• iDCIase in valuatiOl1 .....1bat die stock market views 1be iDterLATA market IS less 1

competitive,·1 ad~ ODe oftile tine finDs is better offIfte:r ATAT miles its prices.

40 This -.lysis.. also CODClucted usiDa • portfolio ofATAT, MCI, aDd Sprint. The results
mCile tbat.1IIIIIOUDCed ATaT rate iDcreue produced_ &\Wile equity value iDcn.e of
S1.22 IilHcm for the 1Irm poJIfolio. Jfowe\.w, 1be finD portfolio zauhs in lower
.-. cumulative~s for MCI .m Sprint. A" CUllWIIlive excess retums to
ATet!, MCI, mel SpriDt WW'I $911 million, S171 million, IDd S137 Million, IelpeCtively.

41 Both 1be Coumot IDd 1ICit coIh1sion frameworks predict tis~ cbap in Mcrs md
Sprint's equity valuation. CoDtequcntly, this evideDce CIDDOt be used to support ODe of these
models of firm behavior over1be other.
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